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bottlenecks, and thereby create an effective competitive access

market by the end of the process. Furthermore, potentially anti­

competitive deregulatory measures, such as RFP and contract rate

authority, should be placed at the end of the phase-ins, not at

the beginning.

The original phase-in proposed in the Price Cap Second FNPBM

seemed to understand better the importance of sequencing. Phase

I would have simplified the treatment of new and innovative

offerings and removed lower service band indices, and perhaps

requiring a certain measure of competition "for a particular

service or service within a prescribed geographic market before

the proposal would be effective" (, 2). At Phase 2, upon

demonstration of ·substantial competition," ILECs could place

services under streamlined regulation permitting the filing of

tariffs on 14 days' notice without cost support or upper or lower

service band indices. Not until Phase 3 would ILECs have

received nondominant carrier treatment, thereby permitting

geographic deaveraging (id.). In particular, the Commission

reaffirmed its existing limitations on ICB and contract pricing

(at , 61-65).

The difference in sequencing in the Access Charge Reform

BERM is staggering. Lower service band indices are jettisoned

immediately, special access is proposed to be deregulated

immediately (, 153), and ICB and contract pricing would be

granted in Phase I! Nowhere in the Access Charge Reform NPRM is
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there any explanation for this total reversal in sequencing, nor

could there be any logical explanation.

Adoption of the Telecommunications Act of 1996 certainly

cannot explain this 180 degree about-face, since the key pro­

competitive aspect of the 1996 Act, the Commission's Section 251

and Section 252 regulations, have been stayed by the Eight

Circuit, and may be set aside in their entirety.

Nor is there any new market data or analysis supporting this

flip-flop. Indeed, the Access Charge Reform NPRM is internally

inconsistent. It asks whether special access services "should be

removed immediately from price cap regulation," while elsewhere

it relies on SWB's representation that dedicated transport costs

"five times more in low-density area than in high-density areas"

(at 1 107) to support a proposal that the ILECs be granted a

"transitional mechanism" under which they could "deaverage its

rates downward in high-density areas to permit [them] to respond

to competition, while leaving its other rates unchanged in order

to permit it to continue recovering the existing contribution

included in those rates" (at , 114).

The assumptions underlying these proposals are fundamentally

inconsistent. If the ILECs can sustain huge disparities in

dedicated transport rates (~., maintain significant price

discrimination), then it is impossible for the Commission to

conclude there is adequate competition to support the immediate

deregulation of all special access services.
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Finally, the Access Charge Reform NPRM proposes granting ICB

and contract authority to the ILECs in Phase 1, stating (at

, 195): MParties advocating that we should delay contract

carriage until Phase 2 or until substantial completion has been

reached should identify and quantify their concerns with

implementing this reform at Phase 1." ALTS hereby strenuously

objects to this proposal as unexplained and utterly inconsistent

with the Commission's Interexchange Order and the Price Cap

Second NPRM. The Interexchange Order only permitted AT&T to

streamline its business services upon a finding of substantial

competition -- that its market share had dropped to 39%-55% (at

, 112, n. 178). Here the only market data of record shows the

ILECs provide over 97% of all access, in addition to their

continued control of bottleneck facilities.

C. The Cammi••ion Should Abandon Xt. So­
Called Market-B••ed Approach and aeturn to
the ra-k of Repaving Cgggetitiyw Barrier_.

The defects in the Commission's current market-based

approach are so profound that the Commission should abandon it

entirely, and return to the approach urged by ALTS in the Price

Cap Second FNPRM:

• First and foremost, the Commission must correct the
deficiencies and problems still outstanding in its Expanded
Interconnection proceeding.

• The Commission should employ quantitative analysis and
quantitative phase-in triggers linked to specific access
markets, much as it did in the gradual deregulation of AT&T.

• The Commission should radically rearrange the phases of
its proposed ILEC access regulation relief to resemble those

- 20 -



ALTS - January 29, 1997 - " 218-2.0

originally proposed by ALTS in CC Docket No. 94-1.

II. TBB PUSCJtIPTIVB APPROACH IS mamcBl8SA1tY AlII) mmBSIRABLB
II' TIll: COJIMISSION CUU:S ITS SO-CALLIID IGlUCBT-BASBD
APPROACH. II' NOT, TIll: PRJ:8CRIPTIVB APPROACH
BBOIlLD OJILY II IMPLI¥IN'l'ID yn All IXTIBDID PJWJI- XN.

The Access Charge Reform NPRM never offers any justification

for pursuing a prescriptive approach to access charge reform

rather than a properly constructed market-based approach. The

reason for this silence, of course, is that no justification

exists. The central reason both Congress and the Commission have

concluded markets should be relied upon to set prices rather than

regulation is that regulation, despite the best efforts of the

regulators, has proven totally unable to replicate competitive

results. Lapsing back now to "prescriptive" regulation is a

white flag of surrender totally inconsistent with the

Telecommunications Act of 1996, as well as with the Commission's

longstanding goal of furthering competition. The prescriptive

approach should only be used if the Commission is unwilling or

unable to correct the errors in its market-based approach, and

then it should only be applied after the Commission has completed

the removal of the entry barriers described supra in Part I.

The Access Charge Reform NPBM asserts that "[i]n both the

prescriptive approach to access reform discussed in this Section

and the market-based approach discussed in Section V, we seek to

develop competition for interstate access services, which will

ultimately result in the deregulation of these services" (at

, 220). But this is patently untrue of the prescriptive
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approach, which would IQwer the prices Qf incumbent access

charges, and thus reduce incentives fQr cQmpetitive entry.

In QppQsing the prescriptive approach, ALTS wishes tQ make

it clear it is nQt seeking "umbrella pricing" from the

CQmmission. ALTS and its members would be the principal

beneficiaries if regulatory barriers CQuid be removed and

effective competition implemented overnight. But until thQse

happy goals are achieved, ALTS will strenuously object to the

"vQQdoo· regulatiQn reflected in the prescriptive apprQach, where

reductions in ILEC access prices are supposed to fQster access

cQmpetition.

There is nothing sinister or underhanded in new entrants

first attacking higher profit markets, and then migrating to

adjacent markets. This is precisely the pattern follQwed by MCI

and other IQng-distance competitQrs, and it follows the ordinary

pattern whenever cQmpetition in injected into monopoly markets.

Mandating an arbitrakY and unsugported reduction in the current

margins Qf the access markets will unnaturally retard the

emergence Qf access competition -- nQt assist it.

In addition to the anti-cQmpetitive effect of a prescriptive

approach as compared tQ a prQperly constructed market apprQach,

it is clear a prescriptive approach could not be justified as

mQre immediately b+inging benefits to long distance consumers.

End user prices in the long-distance industry are set

competitively, nQt by regulatiQn. Any attempt to link a
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prescriptive reduction in ILEC access charges to a mandatory

reduction in long distance rates would be doomed to failure, even

if it were within the Commission's existing authority.

Finally, the costing models currently proposed for use in a

prescriptive approach are not adequate to be totally relied upon

to shift the huge amounts of revenue that would be reallocated in

a prescriptive approach to ILEC access charge reform, amounts

which totally dwarf the modest levels involved in the Local

Competition Order's use of cost models, such as Hatfield and BCM.

ALTS applauds the Commission's industrious inquiry into cost

modeling, and looks forward to improvement in all current

approaches, including the upcoming Hatfield version 3, but it

clearly is premature to place massive reliance on the precision

of current modeling when a properly constructed market-based

approach provides an even better way of achieving effective

access competition.

Based on the foregoing, ALTS opposes any use of a

prescriptive approach instead of a properly constructed market­

based approach. If the Commission does adopt a prescriptive

approach, ALTS asks that it employ a phase-in of at least five

years like that recommended by Ameritech (at 1 114).

III. BAD STBVCTQBI IISDS

ALTS supports the overall thrust of the Access Charge Reform

H2BH to move ILEC access charge rate structures closer to their

underlying economic cost. Cost-based ratemaking is not just a
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theoretical goal, it is a practical necessity if substantial

competition is really to develop in all access markets.

A. SLC and CCL a.structuring

ALTS agrees with the Access Charge Reform NPRM'S proposal to

shift more recovery of interstate non-traffic sensitive ("NTS")

loop costs from the minute-of-use ("MOU")-based Carrier Common

Line ("CCL") charges to end users via removal of current caps on

Subscriber Line Charges ("SCLs") for non-primary residence lines

and business lines in general.

The ILECs have long contended that the recovery of non­

traffic costs via a traffic-sensitive charge imposed a burden

upon the ILECs' ability to compete for high toll volume access

customers (a burden that could not have been too extreme, given

that competitive providers have claimed only 2.7% of the total

access market). Mitigation of this burden will cure a major

complaint of the ILECs concerning supposedly unfair competition.

For those ILECs where removal of these particular SLC caps

fails to achieve full interstate NTS recovery, the Commission

needs to be careful in deciding how their remaining NTS costs

will be recovered. In particular, the Commission should not try

to solve such problems by means of capacity plans (sometimes

referred to as "bulk billing" plans) because the trailing

recovery component of such plans deters customers from switching

to competitive access competitors (i.e., because all capacity

plans necessarily rely on historical performance, IXCs would
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still have to pay some amount to ILECs for past traffic even

after switching that traffic to a competitive provider of

access) .

B. Tapdam late Structure.

ALTS agrees with the Access Charge Reform NPRM's proposal

that dedicated flat-rated charges should apply to all facilities

serving dedicated traffic. Currently, IXCs have the choice of

either paying MOU charges for transport from the serving wire

center (KSWC") to end offices based on airline mileage from the

IXC location to the end office, or paying flat-rated charges for

the transport from the SWC location to the tandem, and then MOU

charges from the tandem to the end offices (at 1 87).

The Access Charge Reform NPRM is clearly correct that such a

choice is anti-competitive. Correcting this distortion by

requiring that the ILEC facility between the IXC and the tandem

switch be rated as a Dedicated Transport facility would help

create important opportunities for competition in these markets.

As to the elimination of the MOU pricing option for the

Common Transport portion of tandem access, ALTS does not oppose

the creation of a flat-rate option, provided that Common

Transport revenues were also unbundled from all other parts of

tandem transport and switching.
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c. TrADCPQrt 4nt.rggDD.gtign Charg.

There is little question the D.C. Court of Appeals was

correct in remanding the current Transport Interconnection Charge

(-TIC") back to the Commission. Competitive Telecommunications

Association v. ECC, 87 F.3d 522 (1996). The readily correctable

cost misallocations include 80t of the tandem switching revenue

requirement, some SS7 costs, and some assumptions regarding the

comparability of direct trunked transport costs and special

access.

ALTS believes the Commission should quantify and eliminate

all readily correctable cost misallocations in its current access

tandem switching regime (in particular, by creating a NTS

switching element similar to that endorsed below for local

switching), and in its tandem transport rate structure. Once

this is accomplished, the Commission should rely on market-based

forces to reduce any remaining TIC, relying on a long-term phase

down only as a fall-back. All of these changes could serve to

make tandem switched access markets more open to competition.

D. Logal Switghing

ALTS agrees with the Access Charge Reform HPRM'S proposal to

disaggregate switching costs into traffic-sensitive and non­

traffic sensitive portions, and to allocate non-traffic sensitive

costs, such as switch ports, to the latter.
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B. Taking.I••ue.

ILECs continue to insist that any reductions in their access

revenues, whether by a market-based approach or a prescriptive

approach to access charge deregulation, would constitute a Fifth

Amendment "taking." But it is plainly premature for the

Commission to attempt now to address such claims in the absence

of any quantification from the ILEC industry.

Once the final version of access charge reform is ready for

implementation, the ILECs will then be in a position to raise

their Fifth Amendment taking issues concretely. In particular,

the ILECs should be free to charge their end users for any

amounts that are necessary to insure their constitutionally

minimal recovery provided that any such charges are: (1) clearly

identified to end users; (2) supported by public calculations of

the "shortfall" which identify the under-recovery involved, and

the relevant time periods; and (3) are shown not to have been

recovered in any other charges or manner.

IV • pqtlLM'IOlf or _ IlD'JWrl'S

There is absolutely no need for the Commission to impose

regulation on new entrants. The cost of compliance would be yet

an additional structural regulatory barrier to companies that

comprise less than 3% of the total access market.

There is no economic rationale in the Access Charge Reform

BERM for imposing regulation on competitive access. The only

factor mentioned in the Access Charge Reform NPRM in support of
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such regulation is the assertion that "new entrants appear to

possess market power over IXCs needing to terminate calls" (at

, 279) •

This is balderdash. Putting aside the issue of ILEC market

power over terminating access in the absence of competitive

alternatives, there is no such power for competitive providers.

Take the simple example of a person who builds and leases a

business park. If local law or leases do not control the prices

and availability of certain essential utilities (say

electricity), the landlord might think she could permanently

increase the value of her property by providing electricity to

the tenants at greatly inflated prices.

The outcome of such a plan is obvious. Tenants with escape

clauses in their leases would move, or threaten to move unless

they obtained reductions. And those who were stuck would express

their displeasure so vocally that the landlord would forced to

abandon her strategy when the leases came up for renewal. Rather

than increasing the value of her property, such a strategy would

probably decrease its value so long as it remained under her

management.

The same fundamental factors are equally applicable to the

competitive access industry. The first competitive access

provider foolish enough to attempt to exploit any perceived

market power over terminating access would find itself quickly

brought into line. For example, its access customer might start
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getting letters from end users who had been informed they could

no longer reach the access customer, or else would be surcharged

for such calls. Given that most current competitive access

customers are businesses, such letters would not be well

received. Further, the CLEC might find itself slapped by

surcharges on any originating traffic it subsequently tried to

deliver to an "exploited" IXC, again angering its underlying

customer. A more scholarly explanation is provided in Local

Telecommunications; Competition and Bottlenecks - A Response to

Gillan and Rohrbach by Brenner and Woodbury (appended as

Attachment B), but the simple fact is that free markets are very

good at disciplining bad actors who cannot run away from large

fixed capital assets.

COlICLJlBXON

For the foregoing reasons, ALTS requests that the Commission

reform the current ILEC access charge regime consistent with the

pro-competitive intent of Congress reflected throughout the 1996

Act.

Respectfully submitted,

By:
R card J. M
Emily M. Wil
Association or Local

Telecommunications Services
1200 19th Street, N.W.
Suite 560
Washington, D.C. 20036
(202) 466-3046

January 29, 1997
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executive Summary

Local Telecommunications: eomp.IIon and lIotIIenecka ­
A R-.pon.. to GIllan and Rohrbach

by

StevenR. Brenner and John R Woodbury'

This peper .-..panda to • NCeI1t peper by Jo••ph GIllan 8M Peter
Rohrbach.2 GIII8n and Rohrbach (Iw88fter 8(1R1)~ that the entry of new
Ioc8I carrierlis likely to IMd to the reconcIInIton of..~
industry n the need for Ina..... reguIIdIon: GR. however, provide no
convincing nNIIOn .... to believe In their ee.rk vision of the futLn or to eccept
that new reguIationI will be n••dId to dial wIh III problema. The erganentI
the auIhors offer to eupport each step In their atory are Inconsistent with sound
economic anaIyIls n nwMt experience.

The lincI1*1 of the GR 8f'Q'IMI1l- Met Its 011ani flltlllcy - is that the
emergence of new local carrierI wm subItitutI • -new 'muIII-bottIeneck' for the
lingle boltteneck of todey'l monopoly.. ThIs concept cI·mufti.bolIIenIc Is an
economic oxymoron wIhout eupport In economic""'. A boltteneck Is
creeted by tdted connI of.~, ....... fdity or .-vice. IncnaIing
the·runbIr of local caTIerI tuppIyIng aervIcIa that prwIouIly were bottIenIcks
cnates attemett.... and competition, and c11l101ves bottIenIcks rather than .
muttlptylng their runbIr.

I. Local Cant... Have No Economic Imperative to serve Only End U.....

GR begin by aaerIIng that new local~ will have an -economic
imperative- to ..II loop servlees to end users In order to control end-user
revenue. AcClording to GR, intermedlat. aervIcIa, such as dedicated transport,
generate too little revenue to be an IIttradive business for new carriers.

OR claim their concIU8ion 18 "velkl8tect by their t8b1e of revenue
opportunities that pwports to show that only 3,. cllocaI telephone companies'

.. revenues are addreS88ble by a netwoft( that extends to the central oIice.
According to OR. local carrierI wilt extend their networks to supply local loops
and sell to end users In order to seek the remaining 97% or revenues. ThIs Is
unconvincing.

1 On. Breaner IDd Woodbaly ... .teo pnIIideIItI~0wIeI Jtftw AIIociItes.

2 "'The Poteatial1JDa*t ~Local CompedtioD ODT~ Market Structure: Diwnity or
Reconcentrationr; Mardt 1994.
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• Such revenue oppomntIes alone RY nothing about wh8t eervIces new local
carrterI will provide. Local carrterI win extwld their networb only If doing so
is profIt8bIe. which depends not simply on revenues but on the costs of
providing the services that would .." thole revenues. OR never consider
whether It would be profitable for local carriers to behave • they predict.

• New local carrterI. CAPs. today .." a ........,... portion of their ,....,. by
s.1IIng tntennecIf8te services to IXca. services such • dedicated tIw1Iport
for aocess tnItftc and c.pecIty to connect IXC POPa to.. IXC network. It la
moat unll~ that they will Un their beck on such profitable services In the
future. even If they find It PIofIt8bIe to auppIy 101M local loops and sell more
services directly to end....... Leal carrterI .. 1I<eIy to continue to playa
vMety of roles. suppliers of dedicated or switched services to some
customers. suppliers of dedIcaIed access tr8nIport to IXCs. and carriers'
carrier to IXCs and even to other local can1era.

.. Local Competition ""'II Not Create a -.,uItI-8ottIeMck"

OR argue that. even I a.torners have • choIoe of -..ppI1ers of their local
loop. long distance and Information service compenIes win stili face • bottleneck.
a amultf..bottlene In their pw.e. when they pwchaM 8CC8II services. This
OR concept of • amull-bolllenecl(' Is Internally contradictory and Inconsistent
with sound economic analysis. A bottleneck la cn&ted by an absence of
~. Even If GR..00IT8Ct that new local carrterI will sell to end users,
I customers can moose from among more suppliers of local loops. the result will
be more competition. not more bottlenecks. .

• GR Ignore the reaeons why local competition would pnavent a local carrier
from exercising merkel power over interexchange can1era..

• Interexchange carriers and Information service providera purchase
access services as Inputs to services they sell to end users. Higher
prices for the Input. access service, means higher prices or reduced
service - or both - for end users.

• If a local carrier charges high prices for access service. Interexchange
carriers will have • strong Incentive to charge·customers who use that
local carrier higher prices for Interexchange..-vlce. Interexchange
carriers can use both their blltlng practIcea Mel their marketing muscle
to make It very clear to end users that It la they who will pay If they
choose a local carrier that sets high prices for accesa service.

• Competition among local carriers to sell to end users also will limit the
ability of carrterI to charge interexchange carriers more for access
service, because ultimately It Is the end user that pays.

• The GR concept of a -rnultl-bottleneck" hinders rather than helps
understanding the competitive effects of new local carriers, because it denies
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rather than evaluates the consequences of entry and local exchange
competition.

m. V.acallntegratlon of LocaI_d Interexchange c.m.... I. N.lther
lnevftabl. Nor N....1II1Iy HannfuI

GR claim that leal cerrterI ","'Iywill vertIc8Ily Hegnde with
Interexa.nae cerrterln tnrormeIIon ..w. pnMders to become 1lfu1118lVlce
providers.- nS the~ will be exclusion and foreclosure of stand­
alone InIerexch8nge or Irforrn8tion ..w. rivals.

• GR present a very distorted perspective on the role and effects of vertical
Integr8tion by focusing only on forecIoIln. Their dIIcuuIon Ignorel three
Important lessons taught by economic analysis and observation of the
economy.

• Vertical Integr8tIon Is neither IneYft8bIe nor ubIquttous.

• V\Ihere firms do vertlcaly Integrate. that arrangement can offer ....,
efftcIencIes and beneftta to conamers.

• Firma can end regularly do verltcall)' Integrate without excluding or
foreclosing \.ftIffi1i8ted tlnns.

• N. IeMt some market evidence cests doubt on whether local and
tnter.xcIwage carriers will find It etIIdent to '\WtiC8IIY integrate. For I8Y8I1lI
yen CAPs have been building subltlntlalloc8l fIIcIIItIeI and auppIytng
..... to IXCs. Yet vertical integIlItIon between interexctwIge. carriers and
CAPs has been·the exception rather than the rule. 1nterexch8nge~..
might have chosen to begin or Invest In CAPs, yet In most cues they have
not.

• WhIle vertical Integration II not 1neYft8bIe. teIecommunlcatJonl firms have
formed and probably win contlru to form various kinds of vertical
....atIonshlps. Including some vertical Hegndlon. Such relationships,
however. need not be exclusive and In any case should not be viewed solely
as a source of antlcompetltlve hann.

IV. New Local C.rrI.... Are Unlikely to Try AntIcompetltlve Foreclosure

. GR ... foreclosure 81 the obvious and 1nevitabI. consequence of vertical
integration and the -rnuItI-bottIene control they 8ltItbuIe to new local carriers.
Anticornpetltive for8cIoan. however, I. not.. inevitable netur81 consequence
when firms vertically 1nteg18le, and GR offer no reason to expect that
consequence If local carriers and lnterexch8nge carriers do combine.

• GR try to argue by analogy that new, Int~ local carriers will use their
-multl-bottleneck" control to foreclose rIveI., just as the pre-divestlture Betl
Operating Companies had the ability and Incentive to use their bottleneck
control anticompetltlvely. This analogy will not stand examination.
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• The pre-cIveItIt\n BOCs had trw bottIenIck 001 ttroI; legel barriers
Inand they h8d a monopoly over the supply of local loops. In
COl drUt new local cerrtera aIwIIys face lit .... one rival, the
Incumbent local exchange 0In'Ier, may compete with other new
entrants, and ere not protected by legal barriers from further entry.

• Increaled local competition invalid... the GR enatogy. Alocal
carrier for whoM services customer. have good aft«natives does not
have the ability to harm LNItfttIIIted intentxchange carriers in order to
help an Integrated Interexehange canter.

• OR claim.~ COIIIroI would give local cerrtera the ablHty
to foreclose at8nd-atone riYels, but this i. a r.l18cy. Local cerrtera will
not have bottIenIck COl drollf there I. local exchange competition.

• . There are sound reasons to be skeptical of claims new local carriers could or
would try antIcompetItive foreclosure.

• CompetItive aIleI'IWJves will oonstnItn the ability of new local cerrtera
to foreclose, even If competition Is not wldeepr••d enough to eliminate
the market power of the Incumbent local exchange carrier.

• Attempts to dllIIdv8ntIIge well-establilhed, stn-aIone lnterexchange
carriers will m8k8 It herder to attract or keep customers who prefer
those carrIerI. The new cen1er would have to convince these
customera that lis local ....was worth ..... changing
Interexchange cerrtera or paying higher prices for their~
Interexehange service. .

• Local carriers could 10M busineu, such • for dedicated access
transport. that they otherwise could sen dlrectty to stand-alone
interexchange carriers.

v. ExtendIng Regulation Of New Local cant.... PromI.es Coata But Few
Benefits

GR argue for imposing new regulatory restraints on new local cerrtera:
• The rates and terms local cerrtera charge for acceas to their loop

services, GR claim, should be regulated~ the foreseeable future­
regatdless of how competitive Is the supply of local loops and service.

• All local carriers should be required to~ specified local services
available at "wholesale- rates, with regulation controlling the
relationship between the rates the local carrier charges for wholesale
and retail servk:e.

The Gillan and Rohrbach paper provides no basis for concluding that the
benefits of these policies would exceed their costs.
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• GR -vue theM reguIatfonI .. needed becalM local carriers will have
-multl-bottleneck" conIroI regardfeu of the extent d local exch8nge
competition. ThIs P8P« IhowI oompeIUon would conItIain the ability of
local carrters either to exercise m.ket~ In I8IIIng IlCC8II services to
Interexchenge carrters or to forecIoM InterexcIwlge carrters.

• The belt way for potlcy to attack botIIeneck COlnI where It does exist and
prevent anticompItIIIve fcncIoIure Is with poIIcIeI, such .. runber
portability. that enccuIIg8 oompeIUon by milking It .... for customers to
change carrters 8M... ntduce ..,... .11mIIna entry or the range of
aervIcn for which new carrters can provide compeIIIIon. Entry of new local
can1erI~d help IOIve theM problema. not extend them.

• The GR propo181 ... local carrters be I1lqUired to sell aervicel at whoIeule
could prevent the~1nduIIrytan adIptiIag to new
competitive pou""'. It would fock In • per1IcuIer vertical market structure
that may or may not be efticIent, lind protect the position of psrtIcular firms
with a stake In that structure.

• The extension d ......atIon proposed by OR would 1mpo..1Ub~.new
Atgut8lory costa by deeply Involving regulators In the pricing and design of
services offered by new carrters.

VI. Conclusions

The Gillan and Rohrbach paper beginI with. paradox: more local
competitors will result In more botIIeneckI inII.ld d mont compeIIIIon. On this
tot.matIon. the auIhcn build their story that men bottlenecks win lead to vertical
Integration and fcncIoIure. 8M their claim thIIt..eping new regulationI are
needed. Economlc..ysIs tens~ the p8fIIdoK II MIlly a ContIadictIon. More
IuppIlers of localloopa would ina_compeUtive pr8IU'8I and dissolve
bottlenecks. not create new 01'\81. Vertical integIldion Is not inevitable end. to
the extent It occurs. Is not aynonymoua with fcncIoIure 8nd reduced
competition. Extensive additional regulation of new local carriers is most
"""ikely to offer the benefits Gillan and Rotvbach tore.... but It surely would
impose substantial costs.



Local TeIecommunIoatIo: Compelllon and Bottlenecks ­

A Response to oman and Rohrbach

by

Steven R. Bremer and John R. Woodbury1

In a recent paper. JoMph GIIan and Peter Rohrbach! pruent their view of how

teleconvnunlcatlons rnaIbt Itructure and cornpetIIon ... 1IkeIy to evolve. and propose

new NgUIatIonI to hencle problems they forMM. GIIan and Rohrbach (herufter

'GR1 fenl•• new local carrters supplying IocaIIoopa and fOCUIIng nearty exduaively

on MIIng aeMceS to end users. They fcnMe each local center integrating with an
InterexctIange center and dMIIng almOlt excIuIIveIy with that af118ted IXC. For GR.

each _e In this evolution II ominous and requires a regulatory response. Local

cerrterl wi not limply'" to endu...... but -control" them. giving the new carriers

market power over Interexchange carriers purchasing access. Local carriers and

Intentxchange carriers wIIlntegrate not because It Is efficient. but in order to foreclose

and exclude unatftUated Interexcha. canters.

GIllan and Rohrbach. however. provId. no c:onvinck1g reason either to believe in

their dark vision of the future or to accept that new regulations wi be needed to deal

with Its problems. The arguments offered by the authors to support each step In their

story are inconsistent with sound economic analysis and mamet reality.

The Inchpln of the GR argument - and Its central faRacy - Is that the emergence

. of new Iocat carr1ers wII substitute a "new ·muIti-bottteneck' for the sfngte botcleneck of

toctay-s monopoIy..s TheIr concept of "muftl.bottleneck is an economic oxymoron

without support In economic analysis. A bottleneck is created by unified control of a

.'. .. . '.unIque.'eSsential facility or service and the absence of altematives. Increasing the

number of local carriers .upplying services that previously were bottlenecks will

1 Drs. Brenner and Woodbury are vice presidents of ChaJ1es RIver AssocIates.

2 .,... Potentlallmptlct of Local COrnpetIUon on Telecommunications Market Structure:
DIversity or Reconcentrat1onr; March 1894.

3 OR, "Executive summary,· p. 2.
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1ncr8_ alternative. and competition and dl.soIve bottlenecks I'8ther than multiply their

number.

I. Local carriers Have No Economic impel_live to Serve Only End Users

GR begin by asserting that new local carrlers4 will have an -economic Imperative·

to buId local loop. and ... local service cIINCIIy to end UMI'I1n order to control end­

user revenue.' According to GR. Intermediate services, such as dedicated transport of

access traffic. generate too ItIIe I'8VMU8 to be an attractive business. Thi. imperative

Is an important part of the GR story. cIIctating that local caniera play only the role GR

a.slgn them: ....rs of loop. that control a portion of the "muIti-bottJeneck.. GR'. vI.ion

leaves no place for a more complicated. and more realistic, market environment in

which local carriers - whatever their hope. of seiling c:tIrec:tIy to end users - take

advantage of a range of profit opportunities to supply and promote their ..... of a

variety of intermediate service. to IXC. and others a. well a. service. to end users.

The arguments presented by GR In fact provide no support for the existence of

their imperative. GR claim to -Validate- their conclusion that new local carriers will be

drtven to supply end users dlrecIIy by cIa.sIfyIng telecommunication. revenues Into two

eategorte. of revenue opportunItIe•.' GR find that -only 3% of the local telephone

companies' revenue. are addressable by a network that extend. to the central otrice,·

and concfude that this means that 1Qh. real opportunity [for local carriers] rests with

connecting directly with the end user..•.-7

4 ThIs peper_ the termI-.oo.I • or 1ocII to "'.genedoIIy to
...... oflocaf tel or..., ThIs II used In".,.... to
the OR ..... "local or""", _.1. pnMderI (CAPs).'" Older to be less
t'IItItcave In _ the we of to be pnMded. The tenn -.ocaJ exchange eat'I1«'

. (LEe) Is NIeMId for the Incumbent local canter, U • Is In GR.

I OR at page 4.

• OR put only $2.1 In ....... "coIIocIIIon- cll'IDiY 1IId to be "addnI11"· by
a local nItwaftt that only to the end olloi: a of aIaI .......... and
RIUQhIy 10 percent of -e1.1 The I11.2I1111on, OR put Into the
IICOnd category, IOCII (110.1 bIIon); allrHlt.ATA toll
nMnUeI ($U.S bilton, net of 1lCOIaI): aIIlntnlLATA toI revenues, (11.7 bIIIon): and the balance
of eccl. ntVenue ($17.4 .-on). see OR at page I. AcoordIng to GR, the dlta they use are
1181 revenues of the RBOCs, pluslntert.ATA ton revenue.

7 GR at page 6.
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In faet. this compartIon of revenue "opport\riIIeI- by lIMIt I8YI exactly nothing

about which aeMcel new local C8ITIerI wi supply. or oouru there ..men revenues

to be earned seiling a fuI range of IocaII8MoH and~ ton HIYIce than

selina only dedicated tranIport ...... from end ofIIceI to axe POPs.' New local

earners wi extend thW networb and supply men ....... however. only If doing so

Is profitable. To supply the addltionlll servlcel. IoC8I can1erI would have to invest in

much larger networks. GR's revenue opport\I'1Ities are worth nothing to camers unless

they cen supply the additional services al etricientIy as the other canters with which

they must conipete. looking only • revenues says nothing about what HI'YiceI new
local centers cen provide profiIabIy.

To make the point by rough analogy, one might. well claim that tint

manufacturers have an economic ImpendIve to begin I8Ing automobiles to aatomers

bec8uH the rwenue fnxn I8IIng carl cIrectIy to customers II. lay. twenty or I*ty

times gre"r than the nwenue -adchuable- by I8Ing tires to automobile

manufacturera. Or. one could use the same sort of revenue comparison to -1ttr:N/' that

Interexchange centers wi have an imperative to produce automobiles, beC8use lurely

the revenue opportunity from aelling automobRes Is far greater than the revenue
opportunity from only selling Interexchange services to automobile manufaetutwl.

One might object that these analogies are overdrawn. The businesses are so

different that tire manufacturers and interexchange carriers obviously would not

conctude that they could produce cera profitably. That. however, is precisely the point

One ceMot detennlne whm a finn Is .ety to produce by looking only at such revenue

opportunities. The substantive question Is: What cen finns produce efficiently and

profitably? This question Is not even posed by GR, let alone answered.

Competitive access providers ("CAPs'. which are new local carriera in the

tenninoIogy of this paper, today earn a substantial portion of their revenue by seiling

Intermediate services to IXCI. services such as dedicated transport for access traffic

and cepaclty to connect IXC POPs to the IXC network. In the future. CAPs and other

new local carriers may find it profitable to supply more direct connections and services

, Indeed. It Is far from de.- why 1ntert.ATA toll rwvenu8s1hould be Included IS an
adchIsabte revenue opportunity for a Iocaft~ canter. Yet Intert.ATA revenues make up
more than one-third of the revenues GR alocate to the end-user c8tegory.
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to end uteri - although they ueIywi not blindly rxn.- nwenue opportunItiel, and It

remains to be seen how rMny such opportunities wi be profitable. Even If they ..II

men to end UI8I"I, however, It II moat unlikely that. al GR ....... local canierI will

un their back on aeIIng~ intermediate aeMceI to IXCI. Local canierlare

IkeIy to continue to play a variety of..., supple,. of~ or IWItched aeMceI

to lome customers, suppliers of dedicated accell transport to IXCI, and can1ers'

carrier to IXCs and even to other local carrilrl. TheIr behavior and role In the market

will be shaped by the desire to pursue this full range of profit opportunities, and not by

the single business of supplying local loops and service to end users.

n. Local CompetftIon WIt Note..te I .....

New local canlerl wllJUPpIy __ ctnct COI" to end users. The

Important poley question Is not whether local can1era wit supply local loops, but What

are the consequences? GR .... that. even If customers have a choice of suppliers of

their local loop, long distance and information service companies WI" face a

botttenec:k. a -m&Jltl.bottlenec In their pInse, when they purd1aI8 access services.

Having muttIpIe luppIer's of Iocalloopl will not eliminate the bottleneck fa9Id by long

dllt8nce and information service companies because, In GR's wordl. theIe companies

... will have to deal with the lSC [Local Service C8rrIeI1 aeIected by the customer" to

supply the loop. "Once a LSC has sold a customer a local loop (In competition wtth any

other LSC), It can then exploit the loop against third parties who require lcalSS to it...

ThIs GR concept of a 'muIti-botIIeneck" Islntemaly contr8dIctory and inconsistent

with sound economic analysis. A bottleneck Is created by an absence of altematives.

If customers can choose from among mona Iuppliers of local loops, the result wID be

more competition, not more bottlenecks. Competition among local carriers win not

somehow be limited to services the carriers sell directly to end users. Even if GR are

correct that local carriers will concentrate on leUing directly to end users, the

consequence wltl not be the creation of a -multl-bottieneck.-

• OR at page 10.
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OR use the metIIphor of a kidnapping and ransom to .....n their point: local

canters wi capture or Idc:tnap end Uletlln order to -obtain ransom from otherI for

acceu to those customers.·to The f\I'1dameraI fallacy of their anaIyIIa. to continue the

metaphor. II Its InabIIty to explain why customers should volunteer to be kidnapped

when. ~ateIy. they wi have to pay their own ransom.

OR apparently believe that seiling local loop aervIcu to end uaera and seiling

acceu aervIc8I to Intentxchange canters .. Independent. unconnected tranaactions.

They claim that -attraction of end user customers only naqulnts the LSC to offer

competItiYe rates for the service that the tubIg1btr pun:ha18l: local. Once the

IUbIcr1ber has chosen Its local loop provider. an other users of that network component

will be as much a captive of the new LSC as they are today of the LEe.· This

argument Ignores the stake an end user has In the pr1cIng of access.

.Interexchange canters and InfonnatIon servtce providers purchase access

....m.s asmputafor services supplied to the same customers who would choose the

supplier of a local loop. Higher prices for the Input. access, mean higher prices or

reduced service - or both - for the end user."

Thus OR are wrong to Imply 1hat end u..... will not care If their loop provtd_ tries

to exercise market power In MInoa access service. UltImately. market power exercIIed

over Intentxchange canters purchasing access I8f'YIce II market power ex.rased over
the end users who purchase the long distance service. End users will care If a local

canter tries to exerase market power over a purchaser of access services, because

end users win suffer the consequences of higher prices for Interexchange service.

Through this t'8Iationshlp, ignored by GR. competition in the supply of local loops to end

users also would constrain the exercise of market power over purchasers of access

services.

10 caR tit PIICI8 4.

11 The PIlltem of IWItchecI _1M and .... for long cIUnce MrvIce over the
pall ten or.,...dImII that prtoIa move up ordown togIIIer. 8ubUntIaI
rectuatIons In ..._ ctt MVe" to rectuatIons In long dIItance ..... (There Is
no dIIpuIe of this point. dIIpIe lOme dlslQIMIMnt about whether all reductions In access
charges have been passed through to consumers.)
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